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From the Desk of

Garrett D’Alessandro, CFA, CAIA, AIF®

Trade War, Cyber War, Industrial Policy War...

…All with China. We cannot recall a time in the four decades since the normalization of relations between the U.S. and China 
when the two superpowers were so antagonistic. The forces driving the current three wars have been fomenting for years. 
Trade tariffs are unlikely to resolve what is really an ideological difference between the two superpowers. China’s desire to 
become a technological and industrial hegemon, as expressed in their “Made in China 2025” policy, is surely their right. But 
the methods they are using in attempting to achieve hegemon status have generated most of the issues driving the U.S. 
and China apart.  

Acquiring the status of global technology and industrial leader requires that China take its collective business and technology 
intelligence to a much higher level. China is pursuing that goal with highly aggressive sovereign behaviors that are at odds 
with Western moral, ethical, and business principles. While the U.S. cannot dictate another country’s actions, we have no 
choice but to combat China when its behaviors on trade, cyber-attacks, and industrial espionage violate agreed-upon fair 
trade rules.

Tariffs are only one approach, and not a terribly effective one. They will hurt consumers, harm businesses, and not achieve 
substantive change in Chinese behaviors where we think it really matters. A more comprehensive effort at the policy level is 
needed. Significantly reducing business by and between the U.S. and China is not the answer.

We think unfair trade is a justifiable battle, but the U.S. should tackle more than the trade deficit with China. We would also 
like to see efforts to stop the theft of intellectual property. Technological and industrial competition will define which country 
enjoys the best of the next few decades’ economic growth. The behaviors of the two superpowers are not aligned, and this 
is an issue that cannot be ignored. 

We expect that the trade war will impact U.S. GDP growth by causing consumer goods prices to rise and companies’ export 
revenues to decline. The full impact in 2019 is projected to be about 0.6% of total GDP. This is not insignificant, but not so 
consequential as to cause a premature end to the economic expansion. 

Our research team has already done some portfolio repositioning to reflect adverse earnings consequences on companies 
impacted by the trade war. Our asset allocation committee is taking the economic impacts of the trade war fully into account 
when setting our tactical asset allocation. These impacts will be noticeable, but at this time we still believe the U.S. economy 
will continue to expand well into 2019.

Garrett R. D’Alessandro, CFA, CAIA, AIF®

Chief Executive Officer 
City National Rochdale



 For advanced economies, growth-supporting trends are diminishing

 Link between slower growth and subpar returns apparent in Europe

 EM Asia equities remain strong

By Matthew Peron

Over the last 30 years, investors have enjoyed a long run of exceptional 
returns. Supported by extraordinarily healthy business conditions 
and profit growth, real total returns for global equities in the United 
States and Western Europe have averaged 1.5 and 2.2 percentage 
points, respectively, above each region’s historical averages since the 
mid-1980s. But the global economic landscape is likely to look quite 
different over the next decade, and those counting on continuation 
of this golden age of equity investing may be in for an unpleasant 
surprise.  

For advanced economies, the major trends supporting economic 
growth the last 30 years are diminishing or even declining.  Labor 
forces are rapidly aging, and productivity gains have stalled.  At the 
same time, government debt loads are fast approaching levels that 
significantly curb potential growth.  In fact, for many regions and 
countries, long-term GDP forecasts are at record lows.  

The implications of this for equity investors is significant.  Many 
factors have an impact on equity prices, but, over the long run, stock 
returns tend to reflect the cash flows (earnings and dividends) supplied 
by companies.  And corporate cash flows are ultimately driven by 
economic growth.   Research has shown that equity returns have been 
higher in periods with high GDP growth and lowest in the periods with 
slow growth (see chart).

Indeed, the link between slower secular growth and subpar equity 
returns is already apparent in the economies of Europe, which have 
been particularly symptomatic of the negative structural developments 
out at play.  Over the past five years, City National Rochdale clients 
have significantly benefited from our bias to domestic equities and 
long-term strategic underweight to other international developed 
markets.  But as we look forward, even the U.S. is not immune from 
global trends.  The Fed now has 1.8% long-term trend growth estimate 
for the U.S.  That’s down from more than 3% in 2000.  

After asset allocation, the most important decision in portfolio 
construction is where to invest regionally and, at a time when the 
outlook for growth is muted in the U.S. and elsewhere, we find our 
heads increasingly turning east.  Emerging Asian equities represent 
some of the best long-term value that we see across the global 
capital markets.  Asia boasts superior demographics, higher savings 
and investment rates, and rapid pace of urbanization and per capita 
income levels.  It has a consumer economy that will be accelerating as 
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Go East for Growth

Average Equity Returns by GDP Growth 
(Non-overlapping Periods from 1901 to 2016)

Source: Dimson-Marsh-Staunton Dataset, Reinhart and Rogoff, 
Penn World Table, Norges Bank as of 10/2018.
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a result of the growing middle class. All of this should lead to higher 
earnings growth, which is ultimately what drives markets.

A key element of investment success is a long-term perspective.  With 
it, investors can assess the impact on their portfolios of fundamental, 
economic and demographic changes. They can then allocate their 
portfolios more effectively, focusing on attaining the returns necessary 
over an extended time horizon to meet their investment objectives.   

The past year has served as a painful reminder that emerging markets 
can be very volatile.  However, from a long-term perspective, the 
reasons for owning EM Asia equities remain just as strong as they 
were before this year’s declines.  The gloomy atmosphere today has 
deflected attention from emerging markets’ growing resilience to 
external threats, a result of structural improvements over the past 
two decades and their growing independence from the industrialized 
world’s business cycle.  While there are risks associated with our 
positive outlook, our view is that the long-term growth profile of 
Emerging Asia equities is compelling enough to overcome short-term 
gyrations and to warrant an increasing place in your portfolio when 
the dust settles.
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EM Asia Growth Premium Over Developed 
Markets

Source: IMF as of 10/2018.
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 Secular themes offer potential and protection

 Security selection within themes is key

 Portfolio positioned for solid fundamentals and battle royale  

By Tom Galvin

One of our unique strategic differentiators is our emphasis on secular 
themes with the potential for above-average long-term earnings growth 
and tax-efficient capital appreciation. Within these themes we select 
high-quality securities with high market share, strong management 
and strong fundamentals selling at reasonable prices. Some highlights:

1. Our digital revolution theme has been a solid performer and 
represents approximately 30% of our portfolio. We emphasize 
areas of visible growth, including digital payments, mobile internet 
usage and digital transformation subthemes. We have avoided 
companies carrying ultra-high PEs or losing money, and we have 
been outperforming tech stocks, led by software companies such 
as V, MA and ADBE. Additionally, we are underweight sectors that 
could be negatively exposed to trade wars such as semiconductors 
and hardware.

2. Our health care innovators theme has also produced solid gains 
in 2018 and represents 15% of the portfolio. We are underweight 
drug manufacturers with high exposure to pricing pressures and 
overweight companies providing innovative health care services 
and products. Examples include EW in the heart valve replacement 
market, TMO with numerous innovative products such as genome 
sequencing and UNH in the services and insurance areas. 

3. Our domestic growers theme provides exposure to solid domestic 
economic activity while minimizing trade war risks. This theme 
includes well-positioned, digital revolution leaders in retailing such 
as COST and HDI, banks such as JPM and STI, financial services 
providers such as CME, and utilities with above-average growth 
profiles such as AWK in the water utility industry and NEE with a 
major presence in renewable energy.

Overall, our portfolio is positioned for solid economic activity as well 
as the battle royale facing financial markets. Mindful of the tug of war 
between strong fundamentals and macro uncertainty, our risk factors 
such as beta, growth, and market capitalization are generally in line 
with the benchmark or lower. At the same time, we are underweight 
industries vulnerable to tariffs and trade wars, and our quality ratings 
and expected EPS growth rate are higher than the market.
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Revisiting Secular Themes in 
Core Equity

Secular Themes: Portfolio Allocations

*Some stocks are included in more than one theme

Source: City National Rochdale as of 9/30/2018.
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 Opportunities exist in short maturity assets

 Demand for munis reflects cap on SALT deduction

 We remain positive on higher quality taxable credit

By Gregory S. Kaplan, CFA

The broad bond market as represented by the Bloomberg Barclays 
U.S. Aggregate Bond index lost further ground in Q3 (-1.6% YTD). 
The bellwether 10-year Treasury yield edged up about 20 bps and the 
Fed increased the overnight rate for the eighth time this cycle, making 
U.S. yields more attractive and supporting the dollar. Nevertheless, 
deceleration in Europe and China, plus trade and geopolitical 
uncertainty, have kept longer-term rate expectations in check. As the 
Fed Funds rate and the 10-year Treasury approach the theoretical 
neutral rate and the yield curve threatens to invert, City National 
Rochdale is looking to take advantage of the eventual turn in the 
interest rate cycle. 

Municipal bonds edged lower in Q3 but have outperformed their taxable 
peers YTD as demand for the tax haven continued unabated, especially 
in high-tax states most impacted by the cap on the SALT deduction. 
Corporate bond spreads widened at the end of 2Q18 before tightening 
again in 3Q18 as the risk-on trade reemerged. 

In the opportunistic space, U.S. Corporate High Yield has been a 
surprise performer (up nearly 2.6% YTD) as spreads on junk bonds 
have narrowed to 3.16% over U.S. Treasuries, the tightest since 2007. 
While further declines in default rates justify high valuations, City 
National Rochdale continues to believe that investors are not being 
compensated adequately for credit risk in this sector as the Fed enters 
the latter half of its hiking cycle.

Senior secured loans were also strong adding 2.1% in Q3 (+3.97% YTD) 
according to the S&P/LSTA Leveraged Loan 100 Index. Emerging market 
debt countered this trend driving most indices down, especially in the 
local currency sub-class. One notable exception has been in the short-
maturity corporate EM space, where technical dislocations are providing 
a nice yield opportunity for high conviction credits.

We are aware that we are late in the cycle, when rates tend to peak. 
Therefore, we continue to be defensive but are ready to extend when 
we think the Fed overshoots. In the meantime, opportunities remain in 
senior secured loans, CLOs and short-duration EM, but we continue to 
carefully manage risk as the landscape changes.
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Fixed Income Opportunities 
Remain Despite Rising Rates

10-Year Treasury YTW vs. Federal Funds Rate

Source: Bloomberg Barclays Indices as of 9/30/2018.
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 Current yield and dividend growth drive our strategy

 Rising dividends mitigate effect of higher rates

 Our holdings have strong dividend growth potential

By David J. Abella, CFA

While City National Rochdale’s High Dividend Income strategy focuses 
on stocks with attractive yields, a key driver for us currently is future 
growth of these dividends. 

We believe longer-term returns in this strategy are mostly driven by 
current yield from dividends and steady-state growth in dividends. Our 
companies pay their dividends out of operating cash flows, which are 
driven by revenues and margins. In a strong economy, the companies 
we focus on can grow their dividends at a faster rate.

As the U.S. economy continues to hum along, the companies we hold 
have been able to increase their dividends near the high end of our 
preferred range of 4-8%. The actual year-over-year growth number 
was 7.2%. Analysts currently project annual earnings growth of 11% 
for our stocks over the next two years, meaning that our estimate of 
4-7% dividend growth during that time is comfortably within the range 
of expected earnings (see first chart). These cash flow streams enable 
us to project one-year forward returns of 6-8% for our holdings. While 
markets can be volatile, we have very high confidence in our estimates 
of aggregate yield and the growth of our companies’ cash flows.

In addition, as the projected earnings growth rate of our companies 
is greater than the one-year price appreciation, we feel the value of 
our companies is accruing. In other words, our performance, past and 
future, has not been driven by P/E expansion and we do not factor 
P/E expansion into our expected return calculations. For example, 
looking at the consumer staples valuation vs. the S&P (see second chart) 
shows how the staples sector valuation appears to discount substantial 
headwinds versus the broader market. 

Our view is that strong cash flows, coupled with solid growth rates, 
should continue to drive the attractive total returns the City National 
Rochdale Dividend Strategy has achieved in the past. The key building 
block remains identifying undervalued, high-quality companies with 
solid prospects for future dividend growth under most conceivable 
economic environments.
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Strong Economy Continues to 
Drive Dividend Growth

Focus on Dividend and Earnings Growth

Companies that make up the universe of holdings in our 
D&I strategy (ex-Financials) grew their dividends, on 
average, 7.2% in the past year. 
In addition, our companies have a projected growth in 
earnings of 10.7% and in dividends of 4-7% over the next 
two years.

Source: FactSet (based on published analyst estimates), based 
on City National Rochdale HDI strategy universe of stocks, as 
of 9/27/2018.

The projected growth rate in earnings is the aggregate average 
of all the published sellside analysts as reported through FactSet.
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 Job gains giving consumers more money to spend

 Low inflation provides Fed more leeway on rates

 Growth may slow as stimulus effects wear off

By Paul Single

The current economic expansion continues to impress. Now over nine 
years and three months old, it is within striking distance of the record 
post-World War II expansion of 10 years that occurred in the 1990s. 
The unemployment rate has fallen from 10.0% to 3.7%, the largest such 
decrease of all prior expansions.

The inflation rate has averaged just 1.6%, one of the lowest of all 
expansions. This is important. With low price pressures, the Fed 
can move gradually in returning interest rates to normal levels. 
This measured pace reduces the risk of a policy mistake—tightening 
monetary policy too quickly—that has precipitated many past recessions. 

Employers have been hiring at a consistent rate (see first chart) for 
a record 103 months, adding 19.7 million people to payrolls and well 
outpacing the 8.7 million jobs lost during the recession. This has 
generated greater household income, which has driven consumer 
spending, the primary propellant of economic growth. 

One problem facing the economy—and to workers this is a good 
problem—is that there are more job openings than workers looking 
for a job (see second chart). This should put upward pressure on wages 
as employers scramble to find workers. More evidence of economic 
strength can be found in the “Quits Rate,” a measurement of workers 
who voluntarily leave their positions. It is near a record high, indicating 
confidence on the part of workers who are willing to leave the stability 
and seniority of their current jobs to pursue other positions, usually at 
higher pay.

Fed projections call for economic growth of 3.1% in 2018, the fastest 
calendar year growth rate since 2005. But following this year, the Fed 
expects growth to slow down as the “sugar high” of the recent federal 
stimulus wears off and rising interest rates start to bite into consumer 
spending. By 2021, GDP growth is expected to fall to 1.8%.
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Economic Expansion Continues to 
Break Records

Nonfarm Payrolls—Change from Cycle Lows of 
February 2010 (‘000)

Source: Bureau of Labor Statistics as of 9/2018. 
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Index Definitions

The Bloomberg Barclays US Aggregate Bond Index is a broad-based flagship benchmark that measures the investment grade, US dollar-denominated, 
fixed-rate taxable bond market.

The S&P/LSTA Leveraged Loan 100 Index (LL100) is a daily tradable index for the U.S. market that seeks to mirror the market-weighted performance 
of the largest institutional leveraged loans, as determined by criteria.

The Standard & Poor’s 500 Index (S&P 500) is a market capitalization-weighted index of 500 common stocks chosen for market size, liquidity, and 
industry group representation to represent U.S. equity performance.

Indices are unmanaged, and one cannot invest directly in an index. Index returns do not reflect a deduction for fees or expenses.

Important Information 

The information presented does not involve the rendering of personalized investment, financial, legal, or tax advice. This presentation is not an offer 
to buy or sell, or a solicitation of any offer to buy or sell, any of the securities mentioned herein.

Certain statements contained herein may constitute projections, forecasts, and other forward-looking statements, which do not reflect actual results 
and are based primarily upon a hypothetical set of assumptions applied to certain historical financial information. Certain information has been 
provided by third-party sources, and, although believed to be reliable, it has not been independently verified, and its accuracy or completeness 
cannot be guaranteed.

Any opinions, projections, forecasts, and forward-looking statements presented herein are valid as of the date of this document and are subject to 
change.

There are inherent risks with equity investing. These risks include, but are not limited to, stock market, manager, or investment style. Stock markets 
tend to move in cycles, with periods of rising prices and periods of falling prices. Investing in international markets carries risks such as currency 
fluctuation, regulatory risks, and economic and political instability. Emerging markets involve heightened risks related to the same factors, as well as 
increased volatility, lower trading volume, and less liquidity. Emerging markets can have greater custodial and operational risks and less developed 
legal and accounting systems than developed markets.

Concentrating assets in the real estate sector or REITs may disproportionately subject a portfolio to the risks of that industry, including the loss of 
value because of adverse developments affecting the real estate industry and real property values. Investments in REITs may be subject to increased 
price volatility and liquidity risk; concentration risk is high.

Investments in Master Limited Partnerships (MLP) are susceptible to concentration risk, illiquidity, exposure to potential volatility, tax reporting 
complexity, fiscal policy, and market risk. Investors in MLPs are subject to increased tax reporting requirements. MLP investors typically receive a 
complicated schedule K-1 form rather than Form 1099. MLPs may not be appropriate investments for tax-advantaged accounts because of potential 
negative tax consequences (Unrelated Business Income Tax).

There are inherent risks with fixed-income investing. These risks may include interest rate, call, credit, market, inflation, government policy, liquidity, 
or junk bond. When interest rates rise, bond prices fall. This risk is heightened with investments in longer-duration fixed-income securities and during 
periods when prevailing interest rates are low or negative. The yields and market values of municipal securities may be more affected by changes in 
tax rates and policies than similar income-bearing taxable securities. Certain investors’ incomes may be subject to the Federal Alternative Minimum 
Tax (AMT), and taxable gains are also possible. Investments in below-investment-grade debt securities, which are usually called “high yield” or “junk 
bonds,” are typically in weaker financial health and such securities can be harder to value and sell, and their prices can be more volatile than more 
highly rated securities. While these securities generally have higher rates of interest, they also involve greater risk of default than do securities of 
a higher-quality rating. 

Investments in emerging market bonds may be substantially more volatile, and substantially less liquid, than the bonds of governments, government 
agencies, and government-owned corporations located in more developed foreign markets. Emerging market bonds can have greater custodial and 
operational risks and less developed legal and accounting systems than developed markets.

As with any investment strategy, there is no guarantee that investment objectives will be met, and investors may lose money. Returns include the 
reinvestment of interest and dividends. Investing involves risk, including the loss of principal. Diversification may not protect against market loss or 
risk. Past performance is no guarantee of future performance.
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